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SUBJECT: M C/ Change Costs to 8% & Extend to M neral Extraction Activities & Allow
Carryover Until Exhausted & Delete Repeal Date to Extend Indefinitely

SUMVARY
This bill would nake the follow ng changes to the Manufacturers’ |nvestnent

Credit (MO):
- increase the credit from6%to 8% of qualified costs,
i ncl ude businesses extracting nonnetallic mnerals in the definition of
“qualified taxpayer,”
al l ow unused credit carryovers to be carried forward indefinitely, and
del ete the repeal date.

EFFECTI VE DATE

The bill would take effect imedi ately upon enactnent and specifies that it would
apply only to taxable or incone years beginning on or after January 1, 2000.

LEG SLATI VE H STORY

SB 671 (Ch. 881, Stats 1993) added the M C to the Revenue and Taxati on Code.

SB 676 (Ch. 751, Stats. 1994) made clarifying changes to the MC. SB 975

(Ch. 91, Stats. 1995) was a code mmintenance bill; it made technical changes to
the MC. SB 38 (Ch. 954, Stats. 1996) expanded the M C by: (1) adding

sem conduct or equi pnent manufacturing and certain aerospace nmanufacturing to the
definition of “qualified taxpayer” for the special purpose building provision;
and (2) addi ng taxpayers engaged in certain biopharmaceutical and biotech
activities to the definition of “small business.” SB 1106 (Ch. 604, Stats. 1997)
was a clean-up bill for SB 38; it made technical changes to the MC. AB 2798
(Ch. 323, Stats 1998) extended the M C to manufacturers of custom or prepackaged
computer software. SB 1229 (Ch. 987, Stats. 1999) nmade clarifying changes needed
as a result of AB 2798.

AB 2596 (2000) would, for taxable or incone years beginning on or after January
1, 2000, allow unused MC carryovers to be carried forward indefinitely.

SB 2145 (2000) would renove the repeal date and the manufacturing enpl oynent
evaluation fromthe MC, extending the credit indefinitely.

AB 473 (1999/2000) as introduced woul d have deleted the M C repeal date. As
anmended June 23, 1999, AB 473 woul d extend the MC repeal date to January 1,
2004. AB 473 is in the Senate Appropriations Committee.
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AB 765 (1999) woul d have expanded the M C to include specified activities rel ated
to extracting nonnetallic mnerals described in Standard Industri al
Classification (SIC) Codes 1411 to 1499. AB 765 was held in the Assenbly
Appropriations Conmittee and died pursuant to Joint Rule 62.

AB 648 (1997/1998) would have all owed unused M C carryovers to be carried forward
indefinitely. AB 648 was held in the Assenbly Appropriations Conmttee.

AB 1062 (1997/1998) would have increased the MC from6%to 8% of qualified
costs. AB 1062 was held in the Assenbly Revenue and Taxation Conm ttee.

SPECI FI C FI NDI NGS

Exi sting state and federal |laws allow a taxpayer to deduct expenses paid or
incurred in the ordinary course of a taxpayer’s business.

Exi sting state and federal |aws generally allow a depreciation deduction for the
obsol escence or wear and tear of property used in a business or for investnent
property. The property must have a limted, useful |life of nore than one year
and i ncl udes equi pnent, machi nery, vehicles and buildings, but excludes |and.
Property is assigned to specific classifications related to the nunber of years
of its useful life. The property then may be depreciated over the nunber of
years of its useful life (recovery period).

Exi sting state |law all ows taxpayers to use various credits agai nst inconme tax
such as the MC. The MC allows qualified taxpayers a credit equal to 6% of the
anount paid or incurred after January 1, 1994, for qualified property that is

pl aced in service in California.

For purposes of the MC, a qualified taxpayer is any taxpayer engaged in
manuf acturing activities described in specified codes in the SIC Manual .
Qualified property is any of the foll ow ng:

1) Tangi bl e personal property that is defined in Section 1245(a) of the
I nternal Revenue Code (I RC) and used primarily:

for manufacturing, processing, refining, fabricating or recycling of
property;

for research and devel opnent;

for the maintenance, repair, neasurenent, or testing of otherw se
qualified property; or

for pollution control that neets or exceeds state or |oca

st andar ds.

2) The value of any capitalized | abor costs directly allocable to the
construction or nodification of the property listed in #1 above or for
speci al purpose buil dings and foundations listed in #3 bel ow.

3) Special purpose buildings and foundations that are an integral part of
specified activities.
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For taxpayers engaged in conputer programm ng and conputer software rel ated
activities, qualified property includes conputers and comnputer peripheral

equi prent used primarily for the devel opnent and manufacture of prepackaged
software, and (2) the value of any capitalized | abor costs directly allocable to
such property.

The M C explicitly excludes certain types of property fromthe definition of
qualified property, including equipnent used in the extraction process.

The M C provides a variety of special rules for costs paid pursuant to a binding
contract or to a |lease of qualified property. The credit may be carried over
until exhausted, for a maxi num of eight years. For snmll busi nesses, this
carryover period is extended to ten years. The taxpayer nust recapture any MC
previously allowed if the property is renmoved from California, disposed of to an
unrel ated party, or converted to an unauthorized use within one year fromthe
date the property is first placed in service in California.

The M C will becone inoperative on January 1, 2001, or on the January 1 of the
earliest year after 2001 if the total enployment in manufacturing in this state
does not exceed by 100,000 jobs the total enploynment in manufacturing in this
state on January 1, 1994. The Enpl oynent Devel opnent Departnent (EDD) is
required to report to the Legislature annually on this determ nation.

Certain “new busi nesses” (as defined) may cl ai man exenption from sales and use
tax instead of this tax credit. The existing sales and use tax |law also allows a
taxpayer to claima refund for the sales or use tax that was paid on the purchase
of qualified property rather than claimng the MC, subject to certain special
rules relating to amount and timng of the refund.

This bill would nake four changes to the MC. First, this bill would increase
the credit from6%to 8% of qualified costs.

Second, this bill would include businesses extracting nonnetallic mnerals in the
definition of “qualified taxpayer.” These activities are described in SIC Codes

1411 to 1499, inclusive, as foll ows:

141 DI MENSI ON STONE
1411 Di nension Stone
142 CRUSHED AND BROKEN STONE, | NCLUDI NG RI PRAP
1422 Crushed and Broken Li nestone
1423 Crushed and Broken Granite
1429 Crushed and Broken Stone, Not El sewhere O assified
144 SAND AND GRAVEL
1442 Construction Sand and G avel
1446 Industrial Sand
145 CLAY, CERAM C AND REFRACTORY M NERALS
1455 Kaolin and Ball C ay
1459 C ay, Ceramic and Refractory Mnerals, Not El sewhere O assified
147 CHEM CAL AND FERTI LI ZER M NERAL M NI NG
1474 Pot ash, Soda, and Borate M nerals
1475 Phosphat e Rock
1479 Chemcal and Fertilizer Mneral Mning, Not El sewhere Cassified
148 NONMETALLI C M NERALS SERVI CES, EXCEPT FUELS
1481 Nonnetallic Mnerals Services, Except Fuels
149 M SCELLANEQUS NONMETALLI C M NERALS, EXCEPT FUELS
1499 M scel | aneous Nonnetallic M nerals, Except Fuels
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However, this bill does not nodify the definition of qualified property. Thus,
busi nesses related to extracting nonnmetallic mnerals would not be able to claim
the credit since their property would not qualify for the MC.

Third, this bill would change the M C carryover provision froman eight or ten-
year limted carryover to an unlimted carryover. Thus, for taxable or incone
years beginning on or after January 1, 2000, a taxpayer that is unable to use the
entire MC credit could carry over the credit indefinitely. However, carryovers
fromtaxable or income years beginning prior to January 1, 2000, would continue
to be limted.

Finally, this bill would renove the repeal date and the nmanufacturing enpl oynent
evaluation fromthe MC, extending the credit indefinitely.

Pol i cy Consi derations

This bill would raise the follow ng policy considerations.

When a general sales tax exenption for all manufacturing equi pment proved
too costly, the exenption was provided to only new manufacturers and the
6% M C was enacted for other manufacturers. An 8%tax credit goes far
beyond the 5% sal es tax exenpti on.

This bill may benefit transactions for which contracts already exi st and
woul d not be limted to benefit only future business deci sions.
Contracts in nonnetallic mneral transactions entered into after January

1, 1994, but prior to enactnent of this bill, could qualify for the
credit. Further, contracts entered into after January 1, 1994, but prior
to enactment of this bill, would qualify for an increased M C benefit

(additional 2%.

Recently, the policy regarding credit carryover provisions has nmoved from
unlimted carryovers to limted carryovers, as nobst carryovers are used
within eight years. This bill would reverse that policy.

| npl enent ati on Consi derations

This bill would raise the follow ng inplenentati on considerations.
Departnent staff is available to assist the author with any necessary
amendnent s.

This bill did not nodify the definition of qualified property to include
property used in businesses relating to extracting nonnetallic mnerals,
nor did it renpve the | anguage that explicitly excludes equi pnment used in
the extraction process. Further, the bill did not amend the types of
qualified activities in which qualified property nmust be used in order to
qualify for the MC  Thus, taxpayers added by this bill would not
qualify for the MC under the bill as currently drafted. This may | ead
to di sputes between taxpayers and the departnment, as well as not
providing the intended incentive. According to the author’s staff, the
bill wll be anmended to resol ve these concerns.
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M C carryovers fromtaxable or inconme years beginning before January 1
2000, would continue to be limted. Taxpayers could m sunderstand this
law and try to claimcredit carryovers that have expired. This my |ead
to di sputes between taxpayers and the departnment. According to the
author’s staff, the bill will be amended to renmove this provision
| eaving the carryover provisions as in current |aw

Techni cal Consi derations

This bill would delete subdivision (i) and renunber subdivisions (j) and

(k). Subdivisions (j) and (k) provide operative dates for changes nmade to
the MC since its original enactnment. Since these subdivisions contain the
phrase “the anendnments made by the act adding this subdivision shall be
operative” and this bill would renunber the subdivisions, taxpayers may have
difficulty determ ning when the previous changes becane operati ve.
Amendnents 1 through 4 would resolve this issue by referencing the specific
| aws that changed the MC.

FI SCAL | MPACT

Departnmental Costs

This bill would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

This revenue estinmate assunes that the bill will be anended to reflect the
author’s intent to nodify the definition of qualified property to include
property used in business relating to extracting nonnetallic mnerals.
Based on the data and assunptions bel ow, revenue | osses are estimted as
foll ows:

Extending the M C to Nonnetallic mnerals and increasing the credit from 6%

to 8% would result in the follow ng revenue | osses.
Revenue | nmpact of AB2461
For Taxabl e/l ncome Years Begi nning 1/1/2000
Assunmed Enactnent After 6/30/2000
Fi scal Years
(In MI1Ilions)
2000-1 | 2001-2 | 2002- 3
Increase MC to 8% -$110 | -$133 | -$136
Current Law
Add Nonnetallic To
M C
Under Current Law| -$3 -$4 -$5
@ 6%
Increase MC to -$1 -$1 -$1
8%
Total Change to MC -$114 | -$138 -142
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Extending the carryforward period on credits generated after
January 1, 2000, until exhausted would result in revenue losses in the $5 to
$10 mllion range annually beginning in fiscal year 2008-09.

Elimnating the repeal date fromthe M C woul d not inpact current revenues.
It is anticipated that the MC will not sunset under the current |aw
requirement. Under current law, the MC will sunset only if enploynent in
manuf acturi ng, not including aerospace, on January 1, 2001, or any January 1
thereafter, “does not exceed by 100, 000 jobs the total nanufacturing sector

enploynent in this state on January 1, 1994.” Enpl oynent in manufacturing
i ncreased by 136,000 between 1994 and 1997. It seens safe to concl ude that
the targeted increase will be met and that the current law MC will remain

operative indefinitely beyond 2001. Thus, unless a mgjor change in the
economy occurs, elimnating the sunset date would not affect PIT or B&CT
revenues.

Thi s anal ysis does not consider the possible changes in enpl oynent, personal
i ncome, or gross state product that could result fromthis bill

Tax Revenue Di scussi on

This estimate is based on data froman U S. Census Bureau survey of capita

expendi tures by relevant industries for 1997. The 1997 nunbers were grown

to approxi mate 2000 and beyond. The credit use rates taken fromthe

m crosimul ati on nodel of California tax returns were then applied to derive
the aggregate credit use. The fiscal year cash flow patterns are based on

FTB s anal ysis of how manufacturers adjusted their tax paynents to refl ect

the reduction in liability resulting fromthe current law MC

BOARD POSI TI ON

Pendi ng.
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FRANCHI SE TAX BOARD S
PROPCSED AMENDMENTS TO AB 2461
As I ntroduced February 24, 2000

AMENDMENT 1

On page 15, nodify lines 2 and 3 as foll ows:

(i) The anmendnents made by the actaddingthissubdivisien Chapter 954 of
the Statutes of 1996 shall be operative for taxable years begi nning
AVENDMENT 2
On page 15, nodify lines 7 and 8 as foll ows:
(j) The anmendnents made by the actaddingthissubdivisien Chapter 323 of
the Statutes of 1998 shall be operative for taxable years begi nning
AVENDMENT 3
On page 28, nodify lines 8 and 9 as foll ows:
(i) The anmendnents made by the actaddingthissubdivisien Chapter 954 of
the Statutes of 1996 shall be operative for incone years begi nning
AVENDMENT 4
On page 28, nodify lines 13 and 14 as fol | ows:
(j) The anmendnents made by the actaddingthissubdivisien Chapter 323 of
the Statutes of 1998 shall be operative for incone years begi nning




